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A THEORY OF “NON-MARKET FAILURE~ :
FRAMEWORK FOR IMPLEMENTAT I ON ANALYSIS

C h a r l e s  Wolf , Jr.

I. INTRODUCTION

It is almost a truism that the prin ci pal rationale for public

policy intervention lies in the inadequacies of market outcomes.

Yet this rationale is reall y only a necessary, not a sufficient , con-

dition for policy formulation .’ The latter requires tha t the realized

inadequacies of market outcomes be compared with the potential inade-

quacies of non-market efforts to ameliorate them . The “ana tomy” of
marke t failure prov i des only limited help in prescribing therapies

for government success. 

The central argument to be developed below can be sumarized in

several propositions :

Many of the central i deas of this pape r have developed from dis-
cussions I have had with Graham Allison over the past six years. In-
deed , the question of whether the paper we agreed should be written
would be written jointly or separately, and if the latter then by whom ,
was almo s t as f r e quen t a topi c of these d i s c uss i ons as the cont ent of
the paper. Fortunately, a six—mo nths ’ stay at Oxford in 1976 , fo r whose
support I am indebted to The Rand Corporation and The Ford Foundation ,
prov i ded the answer to this question . I am also indebted to Pat Crecine ,
George Eads , Gene Fishe r , John Flem in g , Rober t Kl it gaa rd , Nathan Le i tes ,
John Mar tin , Joseph Newhouse , Rober t Roll , and Harry Rowen for coments
on an earlier draft.

The poi nt is the same as Sidgwick ’s familiar coment: “I t does
not follow that wheneve r laieoez faire falls short government inter-
ference is exped i ent , since the i nev i table drawbacks of the latter
may , in any particular case, be wo rse than the sho rt com in gs of private
en ter pr i s e ” (Sidgw ick , 1901). See also Ca irncross (1976) .

* *For some cogen t observa ti ons close l y similar to this line of
argument , see McKean (1961,).
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I .  The reason the marke t of ten fa i ls to produce sa t i s f ac tory
results is tha t I ncentives imping ing on individuals and

groups (firms , industries) acting in it frequently make

behavior and outcomes diverge from ones tha t are prefe r-
able;

2. The reason government solutions often fail can be put in

similar terms : incentives imp ing ing on individuals and

organ i zations acting for or constituting “gover nmen t”

often make behavior and outcomes diverge from preferable
ones ;

3. Underlying the shortcomings of both markets and govern-

ment s is the d i ve rgence be twee r~ i n d i v i dual  cos ts and
benefits and social costs and benefits. Yet a more com-

plete explanation of these divergences differs in the

two cases. As to ma rke t fa i l u res , there is a reasonably

well-structured theory already in existence ; for non-

marke t failures , a theoretica l framework remains to be

p rov i ded;
~ The predictability of non -market failure can be advanced

toward tha t already reached in the case of market failure

by a general framewo rk fo r anal yz ing the sources of non-

market failure (NMF) .’~ The theory of non-market failure

to be developed in this paper suggests wha t these sources

of fa i lu re  are and whe re to loo k for  them ;
5. Finally, imp l ementation analysis is intended to connect NMF

to the ex ante evaluation of alternative public policies ,

in order to imp rove pol ic y ana lys i s and cho i ce , a nd to permi t

comparison between the potential inadequacies of government

solu tions and the realized inadequacies of markets.

The predictability of market failure is itse lf far from comp le te ,
extending to Bigns , b ut r a r e l y  to majnitudea , of the relevant part ial
de ri va ti ves. See be l ow , pp. 33, 37-38.

_ _ _ _  _ _ _ _ _  
_ _ _ _
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In  Par t I I , the theory of market failure is sumarized as back-

ground for the discussion of non-market failure in Part II I .  Imple-

mentation analysis (the so-called “m i ss i ng cha pter hl * of most policy

studies), and its relationship to NMF , a re cons i dered in Par t IV .  The
main argument and conclus i ons are sumarized in V.

“The term “missing chapter ” was f irst used in prin t by Allison
(1975), a l thoug h it was coi ned five years earlier by others.
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II. THE INADEQUAC I ES OF MARKETS

That markets may fail to produce either economically optima l or

so ci a l l y desirable outcomes has been elaborated in a volum i nous litera-

ture on the subject .” Althoug h the last word has not been written ,

the essential points in the accepted theory are worth summarizing as

background for the subsequent discussion of non-marke t failures. 

There are four sources or types of market inadequacies:

1. Externalities and Public Goods

Where economic activities create “sp i l love rs ,” whether benefits

or costs , that are not , respective l y, appropr iable by or collectible

from the producer , then market outcomes wil l  not be (Pareto) efficient.

Since these externa l benefits or costs don ’t normall y enter into the

calculations on wh i ch production decisions are based , too little outpu t

wi l l  tend to be produced where the externalities are (net) benefits ,

and too much where they are (net) costs , compa red with socially effi-

cien t output levels. Education is an examp le of putatively positive

externalities (benefits), providing a rationale for government interven-

tion , through subsid y or direct public sector production , to compensate

for the market ’s tendency towa rd an insufficient output level. Chemi-

cal and noise emissions from aircraft or othe r industr ial activities are

examples of negative externalities (costs), which provide a rationale

See , for example , Reder (191+7) , Little (1950) , Samuelson (1951+) ,
Lipsey and Lancaster (1956), Bator (1958) , M ishan (1969), ~

.nd Arrow (1971).
‘As Arrow obse rves : “The clarification of these concepts [relating

to marke t failures ] is a long historical process , not yet concluded. ”
““‘I use the term “market inadequacies ” and “market failures ” inter-

changea b ly, although strictly speaking the forme r is more inclusive. Most
economists would confine “market failure ” to departures from Pareto-efficient
out comes , thereby excluding distributional issues except to the extent tha t
distribution affects efficiency (see below , p . 8). By way of contrast ,
some non-economists argue tha t distribution has , or shou l d have , priority
over efficiency (for example , Raw is ’ second pr inciple of a just society) ,
and they fault the market precisely because of its failure to accord this
p r i o r i ty (see Raw is , 1971). As w il l  be clear in the text , I am includ i ng
distributional considerations within market “inadequacies.”
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for government intervention , through taxing or direct reguiation , to

compensate for the market ’ s tendency towa rd an excessive output level.

A distinction can be made between private goods with externalities ,

and public goods: the former app lies where most of the benefits or costs

associated with outpu t are , respectivel y, collected or paid by the pro-

ducer , althoug h some are not ; and the latter applies where most of an

activity ’ s consequences comprise r+on-appropriable benefits (e.g., national

security) or non -collectible costs (e.g., crime , an archetyp ical public

“bad”) .“

Externalities are thus a more genera l concept than public goods.
Stated anothe r way, a public good is the limiting case of a “priva te”
good with externalities: “private ” benefits approach zero , and the ex-
ternal benefits remain. More precise l y, if v~ . is the valuation p laced ,
or price paid , by the ith person for the jth ‘~~ unit of a good s, and

mc~ is its marg inal cost of production , then the condition for an optimum

(efficient) level of output for a pri vate good with externalities is:
k

mc~ = v~. + ~ V
5
., where v . .  is the price paid by i , and the Ev5 .

~ ~~ m=i+ l mj U mj

are externalities (experienced by all other k individuals as a result
of i’ s consumption of the jth unit of s), pos it ve if the externali-
ties are benefits and negative if costs.

For a pure public good , v~ . = 0. Consumption is collective and no

sir ’gle unit is purchased by any body. The optimum condition then is
k

S 5mc . = E v . (cf. M ishan , 1969).
~ m=l 

mj
Total demand for public goods is determined by vevtical summation

of individua l demand curves , rather than hor i zontal sumation as in the
case of private goods. (The point is sometimes misstated as equivalent
to a zero marg inal cost of production . For examp le , the ma rg inal cost
of national defense in , say, the U.S . or NATO , is ~- t. zero, althoug h
non-taxpayers , as well as citizens of other countries , rece i ve the bene-
f its of such defense.)

The generalized explanation for the existence of externalities and
public goods is that ma rkets don ’ t exist for capturing some benefits
or levy ing some costs. Non-existence of markets in these cases is ex-
plained by (1) the high costs or inability of exc l uding beneficiaries
(e.g., for benefits from national defense , or police expenditures),
or of establishing property rights as a basis for claiming l i a b i l i t y
when they ’ re infringed (e.g., noise emissions in airport vicinities);
and (2) the lack of information required for market transactions to be
conc l uded (e.g., ascertaining what the “t rue” vij are in the previous
discussion), in part at least because of the “free ride r” problem
assoc iated with (1).
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Externalities and public good s, are thus one condition--though

neither necessary nor sufficient--for government intervention .

2. Increasing Returns

Where economic activities are subject to increasing returns and

declining marg inal costs , the market mechanism wi l l  also fail to gen-

erate an efficient outcome . Unde r conditions of decreasing costs , the

l owest cost mode of production is by a sing le producer. In a free ma r-

ket , the result wi l l  therefore be monopoly, and assuming sing le-part

pricing , the outcome wi l l  be inefficient in both static and dynamic

terms : statica l ly, because output wi l l  be less than is efficient;

dynam i cal ly, althoug h more arguabl y (v-ide Schumpeter), because incen-

tives for innovation wi l l  be weaker than would likely prevail under a

more competitive reg ime .

Where increasing returns exist , various types of government inter-

vention may be justified to correct the market outcome : (1) by directly

regulating a “natural” monopo l y (e.g., public utilities), or by setting

prices or allowable rates of return on cap ital; (2) by lega l protection

to prevent a single-firm takeover , and to encourage competition (e.g.,

throug h antitrust leg islation) . The various types of intervention ad-

mittedly depart from a theoretically efficient outcome , although they

seek to get closer to it. ”

“Some discussions of marke t failure include increasing returns (e.g. ,
Bator , 1958), while others exclude it. Arrow , for example , contrasts in-
creasing returns (“essentiall y a tech nolog ical phenomenon”) with marke t
failure (which relates to “the mode of economic organization ”), Arrow
(1971). I think this causation does not always hold. Improvements in
technology can eliminate or at least reduce exter nalities by resolving
the exclusion problem ; for example , electronic warning and protection
dev i ces may be an efficient means of l owering the risk of theft for
households purchasing them. One can imag ine acoustica l and air-filtration
devices tha t , for people who use them , would reduce the injury inflicted
by the emissions , or identify their source as a basis for i mpos i ng and
collecting costs.

Conversely, the “techno l og ical” phenomenon of increasing returns
can be reconciled with efficient pricing and outpu t by suitable modes
of economic organization , for example through multi part pricing . (continued)
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3. Market Imperfections

Whe re the price , information , and mobility characteristics of a

“perfectl y functioning ” marke t depart si gnificantl y from the realities ,

market outcomes wi l l  not be efficient , again providing a rationale for

government intervention . Whe re prices and interest rates , for one reason

or another , don ’ t indicate relative scarcities and opportunity costs ,

whe re consumers don ’ t have equal access to information about products

and markets , where information about market opportunities and production

technology is not equall y available to all producers , or where factors

of p roduction are restricted in their ability to move in response to such

information , marke t forces won ’ t allocate efficientl y and the economy wil l

produce be l ow its capacity.

In such cas es , which appl y to some extent in all markets and to a

greater extent in some , the implication for public policy is to reduce ,

if not remove , these i mpe r fections : to facilitate availability of infor-

mation , to lower barriers to entry and mobi l ity, and so on.

Howeve r , where many of the conditions required for efficient funct i on-

ing of ma rkets don ’ t exist , improving some of these conditions won ’ t nec-

essaril y improve the efficiency of the market as a whole. Consequentl y,

the policy imp lications of market i mperfections may be amb i guous .” And

in some cases , public intervention may be justified even whe re it seems

to add to these imperfections. For example , patent regulations , wh i ch
are intended to restrict access to technolog ical info rmation , reduce

the efficiency of resource use in the short run in the interest of long-

run efficiency .

For a discussion of various pricing and marke t devices to reconcile in-
creasing returns with efficient operation , see Wolf , Harris , Kl i tgaard ,
Nelson , Stein , 1975). For increasing returns are a source of ma rket in-
eff i c i ency on ly as long as mark et s don ’ t exist for separate units of the
same good . Allow i ng for enough subscripting , in the Arrow-Debreu sense ,
and hence separab i l it y , of comod i ti es , increasing returns are theoreti-
cally as compatible with competitive equilibrium as are externalities .

*This is , of course , the essential message of second-best theory
(Lipsey and Lancaster , 1956 ) .  For examp le , changing a t a r i f f  that has
applied equally to i mports from all countries , so that it applies instead
onl y to a few countries , may reduce e f f i c i e n c y .  Trade w i l l  be d iver ted
as wel l as created , and the loss from the forme r may exceed the gains
from the lat ter  (see Viner , 1950) .

c 
- —~~~



1+. Distributiona l Inequity

Most economists exc l ude distribu tional effects from marke t failure

strict l y defined . That the distribu tional results of well functioning

markets may not accord with society ’s pre ferences is acknowled ged , as

is the p lausib l e tradeoff between eff iciency and equity. ” In we l fare

economics the tradeoff is usuall y dealt with by considering the relative

efficiencies of various redistributive measures (e.g., i ncome taxes ,

ex c i ses , subsidies , unemployment relief , and income transfers), for

achieving a specified redistribution , i.e., minimizing the al locat ive

distortions resulting from the i ncome and subs titution effects of redis-

tribut ion . The term “market failure ” is usually confined to departures

from competitive equilibrium and Pareto-efficient outcomes , and excludes

departures from distributional equity.

Nevertheless , at one leve l and from one perspective , it is theo-

retically correct to consider distributional inequity as an example of

market failure . From this perspective , income distribution is a particu-

lar type of public good . “ An ~‘equ itab le ” redistribution does not result

from freely functioning markets because philanthropy and charity y ield

benefits that are not appropriable by donors . Left to its own devices ,

the market outcome wi l l  entail no redistribution or too littl e , because

of the usua l “free rider ” problem associated with public goods and in-

complete markets.
” ”

“Little (1950), Scitovsky (1952) , and Okun (1975) .
‘Cf. Nicholson (1972).

“ The point can be formulated more precisel y. Individua l demand
functions for redistribution can be defined in the same notional sense
they can be defined for defense , or for law and order . For examp le .
the demand for redistribution can be expressed as the des i red cl.a~ge
in current di s t r i b u t i o n  (as measured , say,  by the Gini coefficient) ,
w i t h  demand declining as the required amount of vo l untary individua l
philanthropy per dollar of earned income rises . Presumabl y, individual
willingness to pay for redistributi on declines as its price rises . A
cos t function for redistribu tion can also be defined i n  terms of the
same two variables. In principle , individual demands would be summed
(vertically) , and the social equilibri um leve l of redistribution would
be that for wh i ch the marginal optimiz ation condition is satisfied
( see footnote , page 5)). This equilibrium redis tribution is not achieved
because there is no marke t , or an incomplete marke t , for philanthropy ,
just as there is an i ncomplete marke t for defense. In both cases ,
vo l untary donations (if unmotivated by special tax incentives) would
be lack inq  for the usua l n o n- a p p r o p r ia b i l i t y ,  non-exc l u d a b i l i t y  reasons .
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There is also a second leve l and a diffe rent perspective , for

v iew ing  dis tributional equity, quite unrelated to market failure in

the strict sense. From this pe r sp e c t i ve , the equil i b r i u m  redistribution

previous l y described may be quite inequitable in terms of one or another

ethical norm. Even if the market could surmount the “failure ” discussed

above , its distributional outcome could s t i l l  be sociall y and ethicall y

ina dequate. ”

On these grounds , many people criticize the distributional out-

comes of even perfectl y functioning markets. ” Furthermore , most pub l i c
policy decisions are usuall y at least as concerned with distributiona l

issues (i .e . ,  ~1-zo gets the benefits and who pays the costs) as with ef-

ficiency issues (i.e., how l~zr~ e are the benefits and costs). Since

this  paper ’ s p r inc i pal aim is to compare the various types of marke t

inadequacies with the inadequacies of attempted non-market remedies ,

I include distribu tional inequity among the offenders.

“ In this sense , dis tributiona l i nequi t y is a marke t ‘‘inadequacy, ’ ’
rather than “failure. ”

‘“Raw ls ’ (1971) work is probabl y the most cogent recent effort to
dis tinguish equity from efficienc y , and according l y to fault market out-
comes and the Pareto-efficient criterion of competitive e q u i l i b r i u m .
Sometime s Rawls ’ points about equity or fa i rness , in contrast to effic-
iency, seem to me to have pecu liar , if not absurd , imp l ications. For
examp le , one of his central ideas , the “difference princi ple ,” is in-
tended to provide a ti ghtl y constrained basis for permissible diffe rences
in income and status , where the constraints derive from ini t i a l  premises
relating to justice or equity in contrast to efficiency . In elaborating
the principle , Rawls argues that extra benefits rece i ved by the advantaged
are just (fa i r) i f  and onl y if directly linked with some benefits realized
by the least advantaged. According to the diffe rence pri n c i p l e , a dis tri-
bution is “just ” even if benefits are forqone that hive this proper ty,
as long as the original distribution retai ns i t

Some curious consequences follow from this position . Suppose a
particular program (say , subsidized loans to new entrepreneurs from
disadvantaged minori ty groups ) provides tang ible benefits to the dis-
advantaged , and even more subst antial gains as a by-product to already
advantaged groups . As I understood him , Rawls would term the distribu-
tion resulting from this program “just” or fair (“but not the best
just arrangement ”), even though it forgoes an alternative program that
might entail small extra benefits for the already advantaged , as well
as huge extra benefits for disadvantaged groups . “Dog-in-the-man ger ”
behavior and spite become “just” in this curious formula tion .
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11 1. A THEOR. OF NON-MARKET FAILURE

Non-market remedies for ma rket failures may themselves fail. The

reasons can be formulated in terms similar to those accounting for mar-

ket failure . In both cases , incentives influencing individual organi-

zations (“firms ” in the one case, and those acting for or constituting

“government ” in the other) may lead to behavior and outcomes that diverge

substa ntially from wha t is socially preferable. ” The basis  fo r the
market/non-marke t distinction is tha t market organizations derive their

revenues from prices charged for marketed output , while non-market or-

gan i zations rece i ve their revenue s from taxes , donations , or other non-

price sources. ~~~~ Just as the absence of particular markets accounts

for market failure , so non-market failures are due to the absence of

non-market mechanisms for reconciling ca l culation s by dec i s io nmakers
of their private and organizational costs and benefits with total Costs

and benefits. Nor , for reason s we wil l  suggest , are prospects for in-

vention of suitably compensatory non-marke t mechanisms to avoid non-marke t

failure notably bri ghter than for creating suitable ma rkets where their

absence leads to ma rket failures . Where the market ’s “h idden hand”

doesn ’ t turn “private vices into public virtues ,” it may be hard to

construct visible hands that effectively turn non-market vices into

p ub l i c  vi rtues.
Public policies intended to compensate for market i nadequacies

generally take the form of leg islative or administrative assignment to

a government agency of responsibility for performing certain function s ,

and thereby p roducing certain outputs , which are expec ted to red ress the

shortcomings of the market. These outputs are of fou r types:

‘A lthough “gover nmen t” is the princ i pa l “non-marke t” organization ,
there are also others : universiti es , churches , PTAs , etc . The theory
and types of non-market failure to be deve l oped here apply to the per- 

F

formance shortfalls of these other non-market organ i zations , as w e l l  as
governmen ts.

* *This is essentially the same criterion used by Bacon and El t i s
(1976) . Other distinctive characteristics of non-market activities are
d i scusse d below , pp. 11-1 5 .
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regulatory services (environmental regulation , rad io and television licens-

ing , interstate comerce regulati on , pure food and drug con t rol) ; “pure”

public goods (national defense, space R&D); quasi-public goods (educa-

tion , postal serv i ces , health research); or administering transfer pay-

ments (federa l , state and loca l welfare programs , social security, etc.).

The “value ” of these outputs is expressed in nationa l accounts as ex-

actly equa l to the cost of inputs used in producing them . But this

accounting convenience doesn ’ t tell us anything abou t the effici ency

or social va l ue of the outputs. Nor does it tell us why producing

these outputs is likely to result in specific types of non—market

failure . To explain this prospect , we need to examine the distinctive

supply and demand characteristics that differentiate non-market out-

puts from market outputs.

On the supply side , the re are  seve ral  such charac ter isti cs :

(a) Non-Market outputs are usually ha rd to define in prin-

ci p le , ill-defi ned in practice , and extremely difficult

to measu re i nde penden t ly of the in put s w h i c h  p rodu ce
them.

Non-market outputs are generally intermediate

p roduc ts wh i ch are , at best , only  remote proxies  fo r

the “real” or f i nal in tended outpu t : for example ,

env i ronmental impact precautions enforced by EPA ;

lice nses issued or rejected by the FCC; forces and

equipment developed and deployed by the mili tary serv-

ices ; students taught at different levels by the public

school system ; research projects funded by NIH; cases

processed and payments disbursed by the social welfare

agenc ies. Un i ts for measuring f i nal p roduc t are
usually non-exis tent , and it is often hard even to

distinguish “more’’ from ‘‘less. ” Conside r , for cx—

amp le , the difficu l ty of measuring military “wor th ,”
specifying “quantities ” of national defense , or educa-

tion , or even regulatory services , i n terms tha t are

L.. 
~~~~~~~~~~~~~
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separate from the inputs used in producing them . Measur-

ing outputs by their inputs becomes accepted because mea-

suring outputs directly is so difficult.

(b) Evidence of output quality is  also elusive , in part

because the information that would in the market be

transmitted by consume r behavior is m issing . Consider ,

for example , the difficulty of determining whether the

“quality ” of education or welfare p rog rams or environ-

mental regulation is “bet ter ” or “worse ” now than two
or three years ago. Moreover , such signalling as may

be provided concerning “consume r” (i.e., citizen) re-

action s tends to be too little and possibly non-

representative (e.g., letter-writers may be cranks ,

but the non-writers aren ’ t thereby imp l y ing approval),

or too gross and too late (e.g., through Congressiona l

hearings , or the ballot box) to be an effective means

of mon i toring output quality . To mon i tor output qua l-

ity requires disaggregative , precise , representative

and regularized feedback , and these are hard to realize

for non-market output. ” Congressiona l conriittees , the

Congressional Bud get Office , ombudsmen , consume r groups ,

voter and consumer surveys , and other “wa tchdog” dev ices

hel p, but their separate and collective effectiveness

in monitoring output quality inspires onl y limited

confidence .

(c) Non-market outputs are usually produced by a single

agency whose exclusive cognizance in a particular field

is legislatively mandated , administratively accepted ,

or both (e.g., the regul atory agenc ie s , the public schoo l

system , U ASA ’ s role in space, etc.). It is rare that

Hirschman ’s (1970) notions of “exit ” and “vo i ce” satisfy some
of these criteria , but their effectiveness as mon i toring and si gnal-
Hog devices is limited because they apply only to “insiders ,” not
to consumers.

H _
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this exclusivity is contested . Where it is (e.g.,

between the Air Force and the Army in providing

battlefield air support), resolution is frequently

on grounds unrelated to output quality. In sum ,

the absence of sustained competition is anothe r

factor contributing to the difficulty of evaluat-

ing outpu t quality.

(d) Finally, non-market output is generally not connected

with any “bottom line ,” comparable to the prof it-and-

loss statement of market output , for evaluating pe r-

formance . Nor , in the case of non-market output ,

is there a reliable mechanism for terminating non-

ma rket activities if they are unsuccessful.

Perhaps the closest analogy to a market “test”

in the case of non-market output is military per-

formance in war. Because it faces competit ion in

war , the military does have special incentives to

produce quality output. Yet even in this case , the

effectiveness of these incentives is diminished by a

paradox . The more successful is potential military

performance , the more likely is military conflict to

be deterred; and the more effective is deterrence ,

the less seriously is the risk of war likely to be

taken , and hence the weaker i t becomes as an i ncen ti ve
to motivate high performance .

There are also distinctive characteristics that apply to the demand

for non-market activities , and to the process by wh i ch these dem~nds be-
come effective .

(a) As a result of the activity, perhaps hyperactivity, of
information media , environmental groups , and consume r

orga ni za t ions , there has in the pas t few decades been
an enormous expansion in public awareness of the short-

comings of market outcomes. Increased awareness of
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monopo l i es , oligopo lies . imperfec t ma rke ts , nega ti ve
externalities (e.g., pol lution) , and distributional

inequities , has resulted in intensified and poli t i c a l l y

effective demands for remedial action by government.

(b) I n the politica l process , wh i ch med i a tes these demands ,

rewards often ’accru e to leg i s l a tors or execu ti ves f rom
articulating and publicizing problems , and leg i s l a t in g
proposed solutions rather than assuming responsibility

for imp l ementing them.”

(c) I n part as a consequence of this reward structure , the

rate of time discount of political actors tends to be

higher than that of “society. ” Furthe rmore , there is

often an appreciable disjuncture between the time hori-

zons of pol iti cal ac tors , and the time requ i red to

analyze , experimen t , and understand a particular prob-

lem (i.e., a marke t inadequacy) in order to see whether

a practical remedy ex ists at al l .

The result of these demand characteristics is often a premature ,

but politically effective , demand to es ta b l i s h  publ i c programs and to
assi gn responsibilities for producing some non-marketed outpu t, as an
apparen t or symbolic  response to the ori g i n a l l y  perceived marke t in-
adequacy. The “equal oppor tuni t y” and “mode l cities ” program s of the
l 960s, and the med i ca l R&D dec i s ion  i n the ear ly  1970s to emphas i ze

“targeted” cancer research , are examples . In these cases , as i n others ,
the politica l effect i veness of public demands can lead to non-ma r ket

activities with infeasible objectives and redundant costs.**

The supply and demand character i stics of the non-market sector

are fundamental to the theory of non-market failure . They pr ovide an

expla na t ion for NPIF, clues about where to l ook fo r spec i f i c types and
sources of NMF , and a basis for formulating a typology of non-market

f a i l u re anal ogous to that which already exists for market failure . In

bo th cases , the “ f a l l u r e s ”--whe ther market or non-market--are evaluated

“Downs (1967)
‘‘ See below , pp. 27’ 30.

~ 

.
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aga inst the same criteria of success: allocative (Pareto) efficiency, *

and distributiona l equity judged according to some explicit social or

ethica l norm. Non-market remedies “fail” to the extent they , too,

result in outcomes tha t depart from the efficiency or distributional

goals by which market outcomes are judged to fail. Although the touch-

s tones of succes s are s i m i l a r, the ways in which non-marke t solutions

“fail” d iffer from those in which market outcomes fail.

TYPES AND SOURCES OF NON-MARKET FAILURE

We turn next to construct a typology of non-market failure , i den-

tifying fou r types and locating their sources in one or more of the

distinctive demand and suppl y characteristics of non-marke t output.

1. “In ternalities ” and “Private ” Goals

A l l  opera ti ng agencies requ i r e , to conduc t th e i r  ac t i v i t i es , more
or less explicit internal standards. The requ i rement does not prin-

c ipa l l y  ar ise f rom an agency ’s need to justify its activities extern-

a l ly ,  but rather from the practical , problems associated with internal ,

day-to-day management and operations : eva l uating personnel; determining

s a l a r i e s , promotions and perquisites; comparing sub-units within the

agency in orde r to hel p in al loca t ing budgets , off i ces , parking space ,
**and so on. t.acking the direct performance indicators available

*Hence , I n both cases other efficiency criteria are neg lec ted , namely ,
dynamic efficie ncy, x-eff iciency, and technolog ica l efficie ncy. Except
for the later treatment of one type of non-market failure (I.e., redundan t
and r i s i n g  cos ts , pp. 27-30 below), these other sources of efficiency are
omi tted from the discussion . This omission does not gainsay the argument ,
which I’ ve advanced elsewhere , that the additiona l types of efficiencies
may be larger In their collective Impact on economic performance (pro-
ductivity) than is allocative efficiency (see Wolf , 1977).

**Much of the organizationa l behavior literature of the past two
decades advances simil ar points of view. See, for examp le , March and
SImo n (1958) , Simon (1961), Cyert and March (1964), Downs (1967), A l l i-
son (1971). See also Schultze in Haveman and Margolls (eds.) (1970).
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to market organ i zations from consumer behavior and the profit-and-

loss bottom-line , public agencies must develop their own standards .

These standards are what I w i l l  call “interna lit ies ”: The goals that

app ly within non-nvirket organizations to guide, regulate , and evaluate
agency performance and the performance of  agency personnel. I refe r

to these interna lities synonomously as “private ” goals because they ,

rather than or at least in addition to, the “public ” purposes stip-

ulated in the agency ’s assi gned responsibilities , provide the motiva-

tions behind individua l and collective behavior within the agency .

This structure of rewards and pena lties constitutes what Arrow refers

to as “an internal vers i on of the price system.”

It is , of cou rse , true that market organ i zations also must develop

their own internal standards in order to regulate the same quotidian

functions required for the management of any organ i zation . But there

is an i mportant difference . The interna l standards of market organi-

zations are generall y related , even if indirectly, to meeting a market

test , to responding to or anticipating consume r behavior , to contribut-

ing to the firm ’s “bottom-line. ” Sales , revenues , and costs materially

affect the internal standards of market organizations . For market

organizations , the “internal vers i on of the price system” must be con-

nected to the external price system. If the two are disconnected ,

the surviva l of a ma rket organization will be jeopard i zed by the re-

sponse of consumers and compe tit ors , even in i mperfect markets.

The s it ua t ion of n~jn-ma rket organizations is different because

the suppl y and demand characteristics associated with their output

are diffe rent. Because measures of output are often so hard to

define , because feedback and signalling from “cons umers ” is lacking

or unreliable , i nterna l standards for non-market organizations can ’t

be derived from these sources. Furthermore , because there are usually

no competing p roducers , the i ncentive to devise internal standards that

w i l l  cont rol cos ts is weake ned. Unde r these circums tances , non-market

agencies may deve l op “interna l ities ” that bear no very clear or re-

liable connection with the ostensible public purpose wh i ch the agencIes

were intended to serve .

“Arrow (1974) . 

. 11
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In forma l terms , internalities or private goals become arguments

in the utility functions that agency personnel seek to maximize.

Hence , interna l ities affect the resu l ts of non-marke t activities ,

as predictably and appreciably as externalities affect the results

of marke t activities , in both cases causing divergences between

actual outcomes and socially preferable ones. The existence of ex-

ternalities means that some social costs and benefits are not in-

cl uded in the ca lcul us of private decisionmakers. The existence of

interna lities means tha t “private ” or organizational costs and bene-

fits are included in the calculus of social decisionmakers . Whereas

externalities are centra l to the theory of market failure , wha t goes
on within public bureaucracies--the “internalities ” that motivate

their action and performance--are centra l to the theory of non-market

fai lure .

In the marke t context , ex te r na l i t ies res u l t i n socia l  demand
curves highe r or l ower than market demand curves , depending on whether

the externalities are, respectively , positive or negative. And the

levels of market outpu t tha t result will  be, respectively, below or
above the soc i a l l y effic ient ones ; hence , there is market failure .*

‘In the non-market context , “interna lit ies ” boost agency 8upp ly cu rves
above techn i ca l ly  feas i ble ones , resulting in redundant total costs ,

hi gher un it cos ts , and lower levels of real non-marke t outpu t than the

**sociall y efficient ones ; hence there is non-market “fai l ure .”

Whether the non -market failure is greater or less than the marke t

fa i lure is an analy t i ca l l y  interesting , and opera t I o n a l l y  c ru c i a l ,

question . Unfortunately, the answer is , in genera l , indeterminate .

0

Recalling the optimum condition noted earlier (cf. footnote ,

p. 5 above), if the Ev ,. are pos i tive , the j uni ts produced under
market conditions will be less than is socially optimal; where the

Ev~~ a re nega t ive , the j units produced will exceed the social

optimum.

** If the opt i mum condition were complied with , produc ing j  units
of output would be less tha n is socially optimal absent interna lit les ,

because mc~ is inflated by the interna lit ies of the non-market producers.

See the first footnote on p. 27 be l ow.

_ _ _  _ _ _  

‘
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The non-market sector in principle allow s for externalities in de-

termining social demand ,* and he nce comes closer on th i s  coun t to an
efficient level of output. But it does so at a likely cost in terms

of internalities arising on the supply side. These are reflected in

inflated total costs , wh ich push the non-market sector away from a

soc i a l l y eff i c i ent leve l, as wel l  as mode , of outpu t . Whi ch f a i l u r e
is the greater , non-market or ma rket , depends on whethe r the supply

distortion s created by in terna lities in non-market output are larger

or smaller than the demand distortions created by externalit ies in

market output.

What determines the specific internalities dev i sed to motivate

and monitor performance iq particular non-marke t organizations? Three

diffe rent hypotheses suggest possible answers.

One hypothes i s i s tha t in ternal s tanda rds are based on norms that ,
when an organ i za ti on was sta rted , appea red to be reasonabl e p roxies

**for the elusive final output it was intended to produce . Thereafter ,

they may become formalized as organizationa l routines or standard op-

erating procedures (S.O.P.s), accepted as a princ i pa l measure of per-

fo rmance mot iva ti ng the organ i za ti on ’ s operations . While market or-

ganizations also establish S.O.P.s , these must gene ra l l y  meet a marke t
test. If the costs of adhering to them exceed those connected with

chan g in g them , they will be altered . The S.O.P.s of non-ma rket

Th Ev 5. are , in  p r i n c i p le , Included in determining output

decis ions.

For example , a budget-maximizing internality (see below] may
arise in non-market organizations because new organizations have to
build up staff and facilities to handle their assigned responsibili-
ties. Through a simp le , i ner t i a l  process , the proxy variable (in-
creased staff and budget), that was essential for a particular non-

- 
marke t agency to get started , becomes accepted and retained as a
conven i en t ind i cator of agency performance .

McFadden ’s attempt to infe r what an agency (i.e., C a l i f o r n i a
State Highway Division ) is try ing to maximize , by observ i ng i ts pr ior
behavior (e.g., wi th respect to project and route selection , compared
wi th optima l choices) is in the spirit of this hypothesIs. See
McFadden (1975).
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organizat ions must stand up to a d i f fe re nt tes t . Gene r a l l y , a Con-

gressio nal hea ri ng or scanda l of some sor t i s requ i red for change;
and these may or may not be related to agency performance.

A second h ypothes i s is tha t those int e r n a l i ti es are se lec ted
which maximize the i ncome (and non-income perquis ites) of agency

members.

The th i rd hypo thesis  i s tha t spec i f i c  i n ter nal it ies a r i s e  because
they tend to increase the benefits received by a constituency group

wh ich has succeeded in coopt i ng a particular non-market organization .

Of ten , the cooptat ion is by a constituency that the non-market agency

**has been set up to regulate.

I t may be worthwhile to illustrate several specific interna li-

ties tha t often accompany non-market activities , br i ng in g non-marke t

fa i l u res or d i stor ti ons i n the i r m ids t .
a. Budget Growth (“mo re is be tter ”)

Lack ing profit as a standard for mot i vating and evaluating per-

formance , a non-market agency may adopt the agency ’s budget as its

maximand , or at least as an i mportant argument in the agency ’s utility

function . Performance of the agency ’s personnel and sub-units is then

eva l uated In terms of their contribution to expanding I ts budget , or
pro tec t ing I t from cuts. I ncentives within the agency will deve lop

to reward pa rt i c ipan ts for “justifying costs rather than reducing

them ,” a charac terization that has been applied to the Defense De-

par tmen t and the m i l i tary serv i ces , bu t su rely is not confined to them.

For examp le : large r budge ts gene r a l l y  mean larger  numbers of
supergrade jobs; the anti-new technology interna lity of the primary
schools (see bel ow, p. 24) protects skills , pos i ti ons and i ncome of
senior members; etc. This hypothesis is close to the view taken
by McKean (1964), Niska nen (1971), and Stockfish (1975). In some
cases , the firs t and second hypotheses lead to similar predictions ,
e.g., the budge t max i mand.  I n others , the predictions probably differ ,
e.g., the information-acquisition maximand (see below , p. 25) is hard
to reconci le  wi th the f i r s t hypothesis.

**This hypothesis is favored by Stig ler (1971), and applied empiri-
cally to transportation and to professiona l licensIng . The list in the
footnote on p. 35 of regulatory agencies , and the constituencies they
affect most directly, suggests other examples of this hypothesis.

~**Defense Science Board (1973), quoted in Nim itz (1975) .
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The following instruction from a former Chief of Nava l Operations

to subordinate coninands shows how government budgetary procedures may

be translated into internal agency pressures to spend rather than save

resources :

Fisca l Yea r 1972 outlay targets promulgated.. .as

part of the President ’s budget for FY 1973 are over

$400 million above targets in the earlier FY 1972

budget... Difficulty of achieving these targets

during remaining months of 1972 fully appreciated ,

but importance of avoiding shortfall in meeting

newly established FY72 targets to avoid resultant

adverse effects on anticipated FY73 outlay ceiling

dictates need for to1’ m anagement attention. Antici-

pate any sho r t f a l l  in FY7.~ outlay target could be

translated into progrcwi loss under FY 1973 outlay

ceiling .” (italics added)

St r i pped of bureaucra ti c ja rgon , the CNO is advising subordinate com-

manders to find ways to spend funds quickly, and p la i nly i mp ly ing his

intention to evaluate their performance in terms of how well they

succeed !
As one obse rve r , commenting on the motivations behind actions

of the m il it ary serv i ces , notes: “The welfare of a serv i ce is mea-

* *sured by its budget. ”

The result of a budget internality is like l y to be a distortion

in the lev e l of agency ac t iv it y; in other words , a non-market failure

to produce a socially optima l outcome .

‘
~C ited in Fitzgerald (1972) ,
“
~Ni mit z (1975) .

~
•CA Us in g p la u s i b l e demand and cos t f unc ti ons , Nlskanen (1971) has

shown how the budget Internality will lead to an output leve l above the
soc ially efficient one. Stockflsh (1975) and McKean (1964) also empha-
size budge t growth as a distorting i n f l uence on the behav i or of govern-
men t agencies.

-~
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Variants of the bud get max imand can lead to similar non-market

failures. For example , managers of the West German public television

and telep hone system reportedl y have asserted tha t their primary ob-

jective is to ra i se rates and sales so as to maximize groso revenues.

Th i s , they exp lained , was necessary to “finance their further g rowth”! ’

If revenue maximization is the internal performance standard , ou tpu t

w i l l  rise as long as marg inal revenue is positive , again resulting

in non-market failure to produce a socially efficient outcome .

When an American bus i nessman was asked in 1972 to assume management

responsibility for the Postal Serv i ce , he found that its vast and grow-

ing financial pred i cament was due , in part , to its system of determin-

ing pay scales for postmasters: “Postmasters were actually paid [based]

on how many emp l oyees they had , how many branch offices they had , or how

many trucks.. .Can you imag i ne a greater disincentive?”

A study of nationalized industries in Bri tain suggests another

variant of the budget-revenue maximand . Eviden tl y, the management of

such industries hedges less against uncertain ty, than do private

prof i t-seeking firms , by adopting lower targets on rates of return for

acceptable new investment p rojects proposed by industry sub-units. The

result is a large r claim on inve stible resou rces with a tendency for

expenditure on plant and equipment to grow faster than , but its utili-

zation to lag behind , tha t prevailing in private industry. ””

A distinctive varian t of the budget internality is the agency ’s

emp loymen t l eve l .  A public agency , eschew in .g or precluded f rom profit

maximization as its objec. - , may attempt to maximize the size of its

emp loyed staff. For example , Bri t is ’ ~“il , a nationalized industry

wi th one of the half-dozen largest numbe r of emp l oyees in Britain , op-

erates under acute pressure from t rade unions and government to maintain

h igh employment levels and avoid “redu nda nc i es. ” Operating under such

incen t ives , featherbedding by managers and foremen becomes a rewarded

‘ I am indebted for this example to James Rosse.

The LOB Angele s Tunes , Decembe r 3, 1972 .

Persona l communication from John Flem i ng .
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practice . High employment per unit of serv i ce , the reciproca l of

high labor productivity, is asp i red to, resulting once again in

non-market failure.

b . Technolog ica l Advance (“new and comp lex is better ”)

Often compatible with the budget internality is one relating to

“advanced ,” “modern ,” “sophisticated ,” or “hi gh” technology .* Non-

marke t agencies , whose activities may be justified in the firs t in-

stance by one or more of the acknow l edged sources of market failure ,

may establish advanced technology or technica l “quality ” as a goa l
to be sought in agency operations and perfo rmance . In medicine , a

bias toward “Cad illac ” qual ity health care , and in the military a

some t i mes comp u l s i ve tendency toward develo pment and p rocuremen t of
the “next generation ” of mo re soph is t i ca ted equi pment , may res u lt .
Explicit consideration of whether these advances are worth their

extra costs is then regarded as inappropriate because the operating

agencies either are not intended to maximize net revenues (in the

case of hosp i tals), or ea rn no revenue s inc e they are p roduc in g a
**publ ic good (in the case of military services).

*Th is is not the place to attempt to define precisel y what Is
meant by “hi gh technology ,” a subject rich l y clothed in confus i on in
bo th popu l a r  and p rof ess io nal d i scuss io n . To cons ide r whe ther the
ter m does , or sho u ld , refer to products or processes , nove lty or
e f f i c i e n c y , costs and/or effectiveness , would take us too far  a f i e l d .
For presen t pur poses , I w ill conveniently assume that high technology ,
l i k e  a came l , is easy to recogn i ze if difficult to describe .

*~
C
Newhouse has shown formally how the addition of a “quali ty” argu-

ment in the max imands of non-profit hosp itals tends toward misalloc a-
tion of resources in the health care industry . A non-market failure
resul ts because managers trade off quality against quantity, producing
a different product from that wh i ch consumers would choose if they were
spending the resources which non-profit hospitals rece i ve from public
or phila nthrop ic sources. Newhouse (1970) . In the Newhouse mode l
misalloca tion Is reduced because a non-profit hospital’ s choice of h ig h
quality is assumed to shift consumer demand upward , thereby addin g to
the market va l ue of outputs. However , this may not occur. As long as
the non-profit hospital draws a subsidy (from government or philanthropy)
based on the presumed ma rket failure (e.g., externality) wh i ch the sub-
s i d y  is  i n tended to correc t , the hospital can pr ice its output below
cost , w h i l e  indu l g ing  its practitioners ’ taste for qua lity. The orig inal
source of market failure is not thereby redressed.

. 5
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An example is provided by the purchase of disposable syringes

by the British national health service in the late I960s when these

gadgets were invented. Their nove l ty suggested merit. Only later

was it demonstrated that repeated use of durable syringes had , in

fact , been accompanied by equal or l ower rates of at tributable infec-

tion , and at l ower cost. ’

Perhaps especiall y in the military services is the development

and deployment of systems embodying the latest technology taken to

be an organ i zational i mp erative . As one practitioner has observed :

“In the Air Force , advancing technology has become a part of the

professional ethic. uI *~

The technolo g i ca l  eth i c is n ’ t confined to the Air Force. Organi-

za ti onal  pressur es towa rd soph i s t ica ti on , comp lexi ty and technolog i cal
nove lty p lay a powerf u l role in the ac qui s iti on p rocess of other

~ *serv i ces as w e l l .  Nuclea r powe red supe r c a r r i e rs are no less an
illustration than the FB— lll or the F— 15 aircraft.

The American space program is pervaded by a similar , I ndeed
leg i sla t ively enco u raged , i mperative . From NASA’ s legislat ive

~
C
Felds tein (1968) .
*~Head , in Head and Rokke (1973). The particular attract ion in

the U.S. Air Force of technolog ica l advance as an organizational In-
ternality is well-known . The process of its adoption is probably an
exam p le of the hy pothes is  refer red  to e a r l i e r , concerning i n i t i a l l y
valid proxies whose validity may have d imini shed af ter the p roxy had
already become accepted and engraved in agency operating routines . For
exam p l e , when the Air Force was established as a separate service in 1947,
two circumstances i mpelled it toward particular emphasis on technolog i cal
advance as an organiza tiona l inte rnality: (a) the two decades of strug-
gle wi thin the U.S. Army to win acceptance of the new aviation techno l-
ogy , independe nt of artillery and infantry ; and (b) the major techno l og i-
cal advances achieved du r i ng World War 11 (e.g., i n radar , and nuc lea r
wea pons , especially) encou raged the belief tha t the outcome of a future
war “would be de te rm i ned so l e ly  by the tech nolog ica l  power of wea pons
that adversaries could bring to bear in its first moments” (Sapolsky , 1972).

~
“‘
~Alexander (197

L~), Fi tzhug h (1972).

- -
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mandate for “maximum utilization of the scientific and technical

results of the space effort for non-space purposes ,” it has been

a short step to formalize internal agency norms and incentives favor-

ing the deve l opment of nove l and complex technology , whether or not

it seems likely to be efficient.

The technolog i ca l internali ty can have perverse consequences ,

not onl y in excessive zea l for what is complex and novel , but in

mindless opposition to what is simple and familiar. In the Vietnam

War , use of a modified propeller-driven cargo aircraft , with long

loiter time and a slow stalling speed as a p latform for delivering

gu i ded munitions as well as airborne artillery , was by far the most

efficacious source of American fire-power . Yet turning this “gunshi p”

idea into an operating system was delayed by five years , largely be-

cause of service opposition to what was viewed as a technolog ica~ i~
retrograde step !

A bias against new technology can , of course , equall y l ead to

non-market faHure. Parts of the American educational system , for

examp le , seem to resist even the development and experimental use of

such new technology as video-tap ing for presentations to large classes ,

computer-aided instruction , and performance contracting, al l  of wh i ch
mig ht reduce the demand for teachers . Indeed , the education industry ’ s

behavior often suggests the oppos i te of the maxim that “new and comp l ex

is better. ” While a maxim that “familiar and simple is better ” may be

generalig pre ferable , ri gid application of- it can have equall y per-

verse effects on performance . “ Resistance by the education sector

to techno l ogical advance is similar in quality, although oppos i te

in direction , to the military ’ s frequently uncritica l enthusiasm for

“Nationa l Aeronautics and Space Act of 1958. Public Law 85-568.

The education industry has been so i mpervious to change as to
lead one critic to propose the “deschoo l ing ” of society! (ill ich , 1971).
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techno l ogy. In both cases , a “private ” organizational goa l , or

“internality, ” contributes to non-marke t failure. ”

c. Information Acquisition and Control (“knowing what others

don ’t know is better”)

Another elemen t in the utility functions of some non-market or-

ganizations is information . Frequent l y in non-marke t , as wel l as in

market , organizations , information is readil y translated into influ-

ence and power. Consequently, information becomes valued in its own

ri ght--an internality for guiding and evaluating the performance of

agency members.

Acquisition and control of information may be particularly i mpor-

tant as a goa l for agencies i nvolved in fore i gn policy , because in

this area constraints are already ti ght on other possible internalities ,

such as budget or techno l ogical advance.

An example is p rov i ded by Kissin ger ’s use and adaptation of the

NSC framework and the Committee of 40 as means of acquiring exclusive

information , and hence increasing influence for the Nationa l Security

Council in the 1 968-73 period . The careers of NSC staff members ,

adjusting to the i ncentives provided by the new structure , waxed

or waned in accord with their abili ty to understand and adjust to this

particular internality and the behaviora l i ncentives it created . Staff

members succeeded by demonstr ating their ability to collect and protect

new information , wh i ch K i s s i n g e r ’ s organizationa l and procedural rearrange-

ment s made po s s i b l e , for the “pr iva te” use of the NSC. Information avail-

able  only to the NSC seemed to have become an end in  it se l f , an internal

stand ard mot iva ting s taf f  beh avior .

‘C
It ’s pe rha ps wor th me nt i o n i n g  tha t the res i s tance of educa tors

to tech nolog ica l change is not the same issue as the relative effective-
ness of “formal” vs. “info rmal” teaching methods. “I nformal” or “pro-
gressive ” methods were around for a generation before their eventual
adoption in British state schools , a move that more recent ev i dence sug-
gests was not justified on effectiveness grounds (Bennett , 1976).

“For a more gener a l tr ea tmen t of the i mpor tance of in forma ti ona l
access and con trol in “post-Industrial” society, see Bell (1975) .
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The effect of this internality on the conduct of foreign policy,

and more particularly on the effectiveness of the State Department ,

in contrast with the NSC , is surely debatable. That the informational

internality wil l  lead to non-ma rket miscarriages is likely, since it

connects in no obvious way with the final and elusive outcome sought ,

e.g. , the successfu l conduct of fore i gn policy.

In associating these specific types of “interna l ities ” and (“pri-

vate” goals) with non—market activity, I do not imp ly the i r absence

from marke t activity. For the usual reasons pertaining to more or less

imperfectly competitive markets--which , of cour se , are the only ma r-

kets that exist--these characteristics also apply, to some extent , in

ma rket activity. But this extent is likely to be more limited. Price

competition among firms and products , as we l l  as competit ion w it h i n
firms among managers seeking promotions , generally limits the extent

of cost-inflating interna li ties in market activities , as compared with

non-market activities.

Wha t ca n be sa i d to summa r i ze the d i f f e rence be tween “interna li-

ties ” associated with non-market output and “ex ter na l i t ies ” assoc i a ted
with market output? Whereas externalities in the market sector

are cos ts and benefi ts real i zed by the pub l i c  but not co l lec t ible

f rom or by produce rs , respective l y, the “internal ities ” associa ted
wi th non-market output are usually benefits perceived as such by pro-

ducers , and paid for by the public as part of the costs of producing

the non-market output. Consequently, in ter na l i t ies tend to ra i se  cos ts
and supply functions . These shifts , moreover , are l i k e l y  to increase
over time if and as non-market agencies succeed in building special

constituencies within the Congress and the public that are more i mme-

d i a te ly  concerned than is the broade r taxpay in g p u b l i c  over whom the
costs are spread.

In ternal itles are thus elements of the “pr i va te” goals  of p rod ucers :

“p r i v a te” I n the sense that their role is primarily tha t of satisfy ing

in terests and motives of non-market producers and producing organ i zations ,

ra ther tha n c o n t r i b u t ing to the publ i c sec tor ’s In tended fina l output.



—27-

Such interna lities and “private ” goals , often quite remote from an

elusive final product , are as fl~equent and i mportant in non-market
activities as externalities are in market activities .

2. Redundant and Rising Cos ts

Whether pol i cy takes the form of regulation , administering transfer

payments , or direct production of public goods , there is a tendenc y for

these non-market activities to exhibit redundant costs (“X-inefficiency ”)--

i.e. , for production to take place within production possibility frontiers--

and for cost functions to rise over time . If techno l og i cal possibili-

t ies ex i st for lowe r i ng cos t f un c ti ons , ra is ing  produc ti v it y, or realiz-

ing economies of scale , these opportunities are likely to be ignored

or exploited less fully by non-market than by market activities. Non-

market failure , in the form of techn ica l l y  ine f f i c ien t produc ti on and
redunda nt cos ts , is the resu lt. Moreover , these redunda ncies may we l l
rise over time .

*The ex istence of interna lities in organizations producing non-
market outputs can be related to the condition for determining an opti-
mum (efficient) level of output. Recalling the notation used earlier
(above, footnote p. 5) the condition is:

k
5 ‘ S S

mc . + E mc . = E v •j  p’ mj
p=l m=l

where mc S . is the ma rg in al cos t of the P th i nte r n a l i ty associa ted w it h
produc ti on of the j un it of the s pu b l i c  good .

This specifica tion is closely related to Stigler ’s “posit i ve” theory
of regula tion : a benefit of some outside constituency becomes an agency
goal and an argument in the agency ’s maximand. I think Stigler errs ,
however , i n denyi ng wha t seems to me a genera l l y  val i d p ropos i tion about
public policy intervention : even though cooptation of a regulatory
agency frequently occurs after it gets unde rway , non-market activity is
rarely unde rtaken without a case being made in the firs t place , on norma-
tive grounds based on market failure , or on grounds of distributional equity
(S t l g ler , 1971). See also Posner (1974).

*~The ter m “redundancies ” has a d i fferent meaning here from that
referred to earl ier , above . pp. 21-22. Clearly, retainin g low product iv
ity to avo i d employment red undancies , as In the case of Brit ish Rail cited
e a r l i e r , i s one source of cost redundancies.

Ji
_ 

_ _  

__ I
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The sources of these non-market failures lie in the demand and

supply characteristics associated with non-market output. As public

awa reness of the in adequac i es of mar ke t ou tcomes g rows , demands for
remedial action intensify. Dissatisfaction with existing circum-

stances may result in misperceiving the cause as a market failure ,

rather than something more intractable like genetics , physica l l aws ,

or resistant sociology. With rewards frequently accru i ng in the politi-

cal ar ena to publ i c i z i ng the problem s and leg islating or initiating

act ion that is labelled as a remedy , non-market activities may be de-

manded and authorized which have quite infeasible objectives. Objec-

tives may be internally inconsistent: for example , bring i ng all stu-

dents ’ reading scores up to the mean; or minimizing the time individuals

are unemployed while maximizing their earnings; or providing foreign aid

to accord with “need ,” but also to encourage b~ tter developmental per-

for mance. Or objec ti ves may be specified for .~hich no known techno l ogy

exists; for example , p roviding “dignified” work for people with low IQs ,

or training people with IQs of 70 to be draftsmen , or achieving a cure

for cancer by 1980.” Redundant costs may result at any positive leve l

of non-marke t output. ”

“ In  the word s of one obs e rver , whose comment i s a l l  the more i ns i gh t-
ful because it preceded his own not i nconsiderable role in providing ev i-
dence in its support : “. . . New agenc ies , from which better things mi ght
be hoped , are put under un rem itting pressure to produce glamorous new
programs--before the necessary ana l ys is has been perfo rmed” (Schlesinger ,
1968).,

‘“ In  e f fec t , demand and supply functions may not intersect , yet the
demand for non-market activity may still be politicall y “effective. ”

Cost/price S (ac tu a l )
p
~~~~~~~~~~~~~ 

I

~ ~~~~~~~~~~D (conjectural)

I
.,. ~3 

quantity

Non-market outpu t of at l~ ast q 5 w i l l  be pol i t i c a l l y supportable if those

rec ei v in g the benefi ts , jD(q)dq , are politically more effective (even
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Redundant costs may also result from the difficulty of measuring

output , and the resulting need , as w e l l  as la titu de , to establish agency

goals , or “interna lities ” as proxies for non-market output. As noted

ear lier , the cost-inflating effec t of interna lit ies may endure because

non-market activity is conducted without competition .

Redundant costs may also rise over time because of the absence of

a reliable termination mechanism for non-market output , thereb y allow-

ing agency managers to reach hi gher level ’s of interna l goals.

Those responsible for market activities usually have an incentive

to expand the production pos s ibility frontier and to l ower costs over

time , because of actual or potential competition or because of oppor-

tunities for additiona l profits. By contrast , those responsible for

non-marke t production may be spurred to increase costs (e.g., staff),

or to increase output even if its increr iental va l ue is less than incre-

mental costs (e.g., the Germa n TV case cited earlier), resulting in

redundant costs that rise over time .”

though they pay nothing, or aL.least pay less than the benefits) , than
q,

those who pay the full costs.] 
S(Q)dq, or at least pay the difference

between the full costs and the amount paid by the first group. To
avoid tautology requires that the ing redients of “political effect ive
ness” (e.g., orga ni za t io na l  sk i l l , media pressure , etc.) for the gainers
and the losers can be eva l uated independentl y of the non-marke t
undertaking .

He nce , cost functions for non-marke t activity are likel y to exhib it
the fo l low i ng pa tt e rn over t ime :

Costs /

L’~~~~ utput
q is the technologically-possible cost function at time t — 0; 

~~~ 
is

the function under a market regime at t — I , falling because of incentives
to probe fo r cos t sav i ngs ; 

~~~~~ 
is the cost function at t — I under a non-

marke t reg i me , with the function tend i ng to drift upward because of pri-
va te goals (interna l ities). This upward drift is what I mean by (continued)

‘
It
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These tendencies toward redundant and rising costs were described

by a departing director of the U.N. ’s Food and Agric ulture Organiza-

tion with reference to his own organization :

Ei ghty percen t of its budge t i s des t i ned to pay for
a g i gant ic cent ral i zed bu reauc racy i n Rome , 11 per-

cen t to pu t ou t pu b l i c a t ions tha t no one read s, and
the remaining 9 percent to holding meetin gs and

for travel expenses that are largely unnecessary.*

The deta i ls of the FAO may be ex t reme, but the genera l picture

probab l y has wide app licab ility to non-market agencies and activi-

t ies .

3. Der i ved Extern,al i t ies
Government in tervention to correct market failure may generate

unan t i c ipa ted s ide  effec ts, often in areas remote from that in wh ich

the public policy was intended to operate. Indeed , there is a h igh
l i k e l i h o o d of su ch der i ved ex terna l it ies , because governmen t tends to
ope ra te through large organiza t ions u si ng bl un t i nst r uments whose

“rising costs.” By “redundan t cos ts,” I mean the tendency of non-ma rket
activities to be carried on Inside , ra ther than on , the production possi-
bili ty frontier at any given time . The two tendencies thus relate to
dynamic efficiency , and x-efficiency , respectively.

I t should be p oss ib le  to tes t the hypothesis advanced here that
(a) rising costs, and (b) redundan t costs , tend to be associated with
non-market activities compared with market activities . One might use
for the purpose cost data in sectors where production I’.as been carried
on in both a ma rket and a non-market mode (e.g., education , f i re
p ro tec t ion , hous i ng) within a given country , or in comparisons between
market and non-market modes in different countries (e.g., heal th ca re
in the U.K. and in the U.S.). The few empirical studies already done
of production by market and non-market organizations (e.g.. private
vs. governmental production in fire protectIon and In refuse collection)
suggest that the former tends to be more effic ient , and that redundant
costs tend to be associated with non-market organizations . See Ahlbrandt
(1973) and Spann (1975).

*International Herald Tribune , April 26 , 19 76.
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consequences are , both far reaching and difficult to forecast. In the

Russian proverb , “When elephants run , other an i mals tremble. ”

The l ikelihood of externalities is further enhanced by both demand

and supply characteristics associated with non-market output. The build-

up of strong politica l pressures for non-market intervention may create

an ef fec ti ve demand for  ac ti on before there i s adequa te know l edge or
adequate time to cons i der potential side effects. Furthermore , derived

externalities are gene rally more likely to occur later than sooner.

Hence , the short time horizon and high time discounts of political ac-

tors predispose them to accord potential externalities at most only

l imited attention . And , finally, the frequently ill-defined nature of

both quantity and quality of partic ul ar non-market outputs limits the

motivation , as well as the mean s, for thinking seriously abou t their

potential unintended side effects.

Of course , cost-benefit analysis tries to internalize such ex-

ternalities , for exam p le , by calc ulating the benefits of hydroelectric

projects to i ncl ude flood contro l , irr i gation , and “feeder industries ,”

as well as electric power. But the limitatio p s of such analyses are

numerous and well-known , resulting in part from the unanticipated nature

of some of the s ide effec ts , whether costs or benefits. ”

Der i ved ex te rna l i t ies are hard to an t ic i pate because the conse-

quences of public policies may be f a r  removed f rom the ta rge t . For
example , when standards for noise emi ss i ons were es tabl i shed by the
Env i ronmental Protection Agency to compensate for the market ’s f a i l u re

detai led attemp t to internal ize such external i t ies , as wel l  as
a candid acknowledgmen t of the limitations of cost-benefit analysis
wh i ch tr ies  to do so , is contained In Hirsh leifer , et al. (1960).
Hirschman (1967) in his notion of the “Hiding Hand ,” emphasizes the
benefits , rather than the costs , of unantici pated consequences from
aeleoted development projects undertaken by governments. Of course ,
whether the har~d pr incipal ly hides benefits or costs depends on wh ich
development projects are selected for retrospective examination .
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to allow for these externalities , it was unanticipated that one result

would be stra i ns (i.e., cos ts) in  Ame r i can fo rei gn policy relations

with the French and British over the Concorde. That an embargo in

soybean exports to Japan in 1973 would i mpact on U.S. mili tary ba se
negotiations in that country was also not antici pated (althoug h per-

haps it should have been). And that long-stand i ng “Buy America” and
other trade restrictions--once again , presumably based on a need for

public policy intervention to compensate for market inadequacies--

would make more difficult a move toward standard i zation and rationali-

zation of weapons systems and forces in NATO , was also difficult to

forecast.

Another instance of derived externalities is provided by public

regulation of utilities . Permissible profits are typicall y calc u la ted
on the basis of return on capita l , with the intention of holding prices

closer to marg ina l cost in decreasing-cost i ndustries , thereby over-

coming one source of market failure . But a derived externality may

also  res u l t as an un i n tended consequence , a source of non-market fail-

ure perhaps equ i valent in magnitude to tha t of the orig inal market

fa ilure . This result arises from a tendency toward inefficient substi-

tution of cap i tal for labor in the production processes of such regu-
*la ted i ndustries in order to ra i se the allowable profit base.

Of course, derived externalities may be positive rather than nega-

ti ve. Cons truc ti on of a Nor th Sea b a r r i e r  in  the Veere i n l e t , for the
safety of the Zeeland population in The Netherlands , meant the loss of

mussel and oys ter beds , but also the start of trout raising ; the end

of ocean-go i ng boating, bu t also the beginn i ng of a recreationa l in-

dustry based on smaller vessels in the new Veere Lake , none of which

was antici pated when the Veere barrier was originally dec i ded upon .

All of these examples represent a type of ~ton-marke t failure :

externalities , whether negative or positive , deriving f rom a pu b l i c
policy intended to compensate for an existing market failure . They

Averch and Johnson (1962) .
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have in common , also , the characteristic of not be i ng foreseeable

(or at least not hav i ng been foreseen) , at the time the policy was

initiated . Since the derived externalities were not foreseen , ob-

viousl y neither their signs nor their magnitudes could have been .

To assume that such unforeseen externalities wi l l  be normally dis-

tributed around zero , and hence can be i gnored in the aggregate , is

convenient rather than conv i nc i ng . Even so, policy choice would

clearl y be improved if the si gns , let alone the magnitudes , of such

derived externalities could be forecasted in particular cases .”

4. D istributional I nequ ity

Non-marke t activities , whether intended to overcome the distri-

butional i nequities of market ou tcomes , or to remedy othe r inadequa-

cies in the marke t ’s performance , may themselves generate distributiona l

inequities . The resulting inequities are often indexed on power rather

than income or wealth.

Public policy measures--whether intended to correct distributional

inequities , or to regulate industry because of externalities or increasing

returns , or to produce public goods , or to redress market i mperfections--

place authority in the hands of some to be exercised over others. Whether

the authority is exercised by the social worker , the we l fare case admin-

istrator , the ta ri ff commissio ner , the utilities regulator , the securi-

ties examiner , or the bank i nvestigator , power is intentionally and in-

escapably lodged with some and denied to others. The power may be

exe rc i sed w it h scr up le , compassion , and competence. It may be subject

to checks and ba la nces , dependi ng on the law , on administrative proce-

dures , on the information media , and on othe r politica l and social

insti tut ions.

C
To the extent that better analysis can anticipate and calibrate

the derived externalities associated with non-marke t output , they be-
come analy ti c a l l y  ident i ca l to the externalities associated with market
output. Hence , the optimum condition for non-market output with derived
externalities is the same as that specified above for market outpu t with
externalities. See above p. 5 footnote . However , determining si gn s as
well as magn itudes cx ante for the Ev~ . may be even harder for non-marke t ,

“derived” ex te rnal it ies than for marke t ex terna l it ies , beca use of the
bluntness of non-market instruments and the frequent remoteness of their
effects both in time and place .

_



Never theless , such red i stributio n of power prov i des opportuni-

ties for inequity and abuse. Corrupt practices are one type of

ab use; for exa mp le , governmen t contracts obtained throug h b ribery,

perhaps illustrated by the case of Lockheed ’s F-l 04 sales abroad;

import licenses or preferential exchange rates conferred on the

re la ti ves , friends , or associates of influential bu reaucrats and

politicians in developed , as well as in less-developed countries.

Less consp icuous inequities can also result from the decisions of

we l fare authorities in classif ying cases and conferring or withhold-

ing aid to fatherless families with dependent children , or to poten-

tial recip ients of aid for the aged , and so on. Anecdotes reflect-

ing the vagaries , perversities and inequities associated with welfare

programs are too numerous to recount , as well as too inexact to y i eld

prec i se concl us i ons.
In the specific case of public policies intended to redistribute

income, a frictionless , impersona l , and automated redistributive mech-

an i sm mi ght avoid the i nequitable distribution of power that might other-

w i se res u l t f ro m admi n is tra ti on of the pol i c i es. Bu t even a sharp ly
progressive tax system--which is intended to serve this purpose--reserves

cons i derable room for aud i tors to exercise judgment and hence power.

The same applies to the redistributive expend i ture programs mentioned

above. One need not ascribe to those who administer public programs

less humane or more fallible motives than the average to contend that

some d istributional inequities may result from efforts to rectif y others ,

as wel l as from efforts intended to remedy still other market Inadequacies.

And , of cour se , there is stii l . a presumption tha t the distributional in-

equ it ies crea ted by progressiv e taxes , or by red istributive expenditure

programs are smaller than the i nequities which such measures relieve.

Non-market activities may also result in distributional i nequities

indexed on income rather than power. It is truistic tha t any public

policy will benefit some and take from others. I ndeed , this will ensue

whether or not the part i cular market i nadequacy , which  gave r ise to a
non-market intervention in the first place , was expl icitly distribu-

tiona l I n character. Public pol i cy measures will Increase the demand

for some fac tors , sk i l l s , services , and products , and levy cos ts on

-~~~



-35-

others. Those who are specialized in the former will  benefit at the

expense of those in the latter , by oonipariaon with the previoualy pre-

vailing aituation. If public expenditures are increased for defense

or education , because these are instances of public goods in the one

case or private goods with large externalities in the other , organiza-

tions and individuals specialized in p roduc i ng one or the other output

wil l  realize increases in their rea l income .

Consequently, groups that are potentia lly benefited by a pub li c

policy measure intended to compensate for market failure can be expected

to urge , and very l i kely bel i eve , that more compensation is needed to

bring abou t a Bocially optima l outcome than would otherwise be estimated.

Educators , accepting the argument that aome governmen t subsidy is nec-

essary to take account of positive externalities ignored by the market ,

very l ik ~ i y wi l l  argue that these externalities are greater than was

origina H y a l lowe d fo r, and hence warrant a large r subsid y. A similar

point applies to the professional and business community concerned with

aerospace technology and R60.”

“ Imposition of non-di storting l ump-sum taxation to capture these
economic rents is arguable in theory and likely to be unrealistic in
practice.

* A recen t paper by an execu ti ve of the General  Elec t r i c  Com~anv d is-
plays the follow i ng suggestive matching between certain government organ i-
za t ions and po l i c y  areas ,~ on the one ha nd , and business and professional
“cons~ i tuencies ,” on the other :

Government Organizations Related Business Organizations

Department of Defense, NASA Defense-space cont ractors
Department of Agricu l ture Farmers; dairy , mea t processo rs
Envi ronmental Protection Agency Au to manufacturers ; e lect.uti l ities
Securi ties and Exchange Comm ission Brokers; underwrite rs ; issuers
I nterstate Commerce Commission Railroads ; truckers
Federal Communications Commission Radio & TV stations 6 networks;

cable and pay TV
Tariff Cornission Trade unions ; business subject

to import competition
Food and Drug Adm i ni stration Drug i ndustry ; food & beverage

i ndus try
Federa l Power Commis sion Electric utilities; natural gas

producers
Nuclear Regulatory Commi ssion Atomic energy equipment builders

See B irdze ll In Jacoby , ed. (1975).
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The resul t  is l i k e l y  to be non-market f a i l u re  in the form of a

larger public subsid y, or a more protective regulatory policy, for

the benefit of “constituencies ” tha t are well organized : hence , a

distributional i nequity from the standpoint of non-benefiting groups ,

even though they may have acknowled ged the existence of a marke t failure

and the leg itimacy of non-market intervention in the first place. ”

The role of non-market activities in producing distributional in-

equities , whethe r these are reflected in maldistribution of power or

of income , derives from specific demand and supply characteristics as-

sociated with non-market output.

On the demand side , the princi pal causal characteristic is hei ght-

ene d public awareness of the inequities generated b~1 the marke t and the

resulting clamor for redistributive prog rams , often without prior con-

sideration of the inequities tha t may be generated by these programs

thems~ lves .

On the supply side , the principa l ~haracteris tics leading to dis-

tributional inequities are the typ ical monopo l y of non-marke t outpu t in

a particular field , and the related absence of a reliable feedback process

to mon i tor agency performance . In the absence of competing producers ,

those who feel adversel y affected , whether as victims of arbitrary ad-

ministrative authority, or as gene ral  tax payers, have notabl.y less direct
and less effective means of expressing their dissatisfaction than is

available to consumers of marketed outpu t who can withhold purchases or

shift them to other producers. By contrast , those who realize special

di stribu’tive benefits from particular non-market activi ties may have

more direct and more effective means for expressing their support ,

throug h organi zed lobby i ng and advocacy , than is available to consumers

in the marketplace .

“The distributiona l type of non-market failure is the core of
Sti gler ’s theory of economic regu lation. Sti g ler finds empirica l
ev i dence to support this hypothesis in interstate va riations in
trucking regulation and in occupationa l licensing (Stigler , 1971).
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This does not imply tha t the inequities of the market are less
than those of the “non-marke t ,” but it does suggest there is an iden-

tifiable process by which i nequities can result from non-marke t activ i-

ties , as they can result from market activities.

* * * * *

In summary, the several types of non-marke t inadequacies can be

tabulated in comparison with the inadequacies characterizing the market.

MARKET AND NON-MARKET FAILURES

MARKET NON-MARKET

1 . Externalities and public goods 1. “Interna lities ” and “private ”
goals

2. Increasing returns 2. Redundant and rising costs

3. Market i mperfections 3. Derived externalities

4. Distributional inequity 4. Distributiona l i nequity
(income and wealth) (influence and power)

These pa r a l l e l  ca tegor ies  a re sugges ti ve , but should not be mis-

understood . The inadequacies or “fa ilures ” of non-market activities

are not the “duals ” of those associated with market activ ities. The

“externalities ” on the market side are qualitatively related to the

“internali t ies ” on the non-market side only in the sense tha t each is

a major source of “failure ” in the market and non-marke t contexts ,

respectively. (Indeed , “i~x terna l it ies ” in the market sector are

concep tua l l y  closer to “derived externalities ” in the non-marke t sec-

tor than e it her i s to i ts hor izon tal ne ig hbo r in the two lists.)

Howeve r , two points apply to both lists.

1 . For the several types of marke t and non-marke t failures ,

L it is much easier to estimate oiqns than ma~;nitu~~ c.

Estimating magnitudes requires detailed empirical work

1~ _ _ _
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in specific cases and contexts. Moreover , it is no

easier to determine the magnitude of, say , the (negative)

nationa l security “externalities ” associa ted with U.S.

re l i ance on M i d d l e  Eas ter n o i l , than to determ i ne , say,

the specific “internalities ” tha t a f fec t the behav i o r

of the U.S. Air Force and the magnitudes of these be-

haviora l effects. Or , to take a more tractable ex-

amp le , it is probabl y no more difficult to estimate

the “der ived externalities ” (negative as well as positive)

resulting from env i ronmental regula tion than it is to

estimate the (negative) “externalities ” resulting from

unregulated strip mining , or from noise emissions near

metrop &itan airports.

2. The types and sources of market failure indi cate the

circumstances in which government intervention is worth

contemplating , and in which alternative policies are

worth ana l yz i ng as possible remedies. Similarly, the

types and sources of non-market failure ind i cate the

c i rcums tances i n wh i ch government intervention may itself

misfire , and in wh i ch poten t ial correc t ive s are wor th
analyzing as possible remedies for likely shortcomings

of government intervent i on.

The exis ting theory of market failure prov i des a useful corrective

to the theory of perfectly function i ng markets. In a similar sense , the

theory of non-market failure outlined in the preced i ng pages is intended

as a corrective for the implicit theory of perfectly function i ng govern-

ments. Just as market failures or i nadequacies have provided the theo-

re ti cal un d e r p i n n i n g for app l i ed policy ana lyai8, so non-market failures

prov i de the theore t ica l underpinn i ng for implementation analyeis , the
anal ysis of how spec ific non-market activities (e.g., public policies)

can be expec ted to opera te, and to depart in predictable ways from the ir

cos ts and consequences as ori ginally estimated.
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IV. I MPLEMENTA ION ANALYSIS

“If to do were as easy as to know what were good
to do , chapels  had been ch ur ches , and poor me~.’scottages princes ’ pa l aces . . . I  can easier teach
twenty what were good to be done , than be one of
the twent, to follow mine own teaching. ”

W. Shakespeare

“On s’engage et puis on voit. ”

N. Bonaparte

There is a much closer compat ibility between the Bard and the

General than appea rs at firs t glance from the eloquent metaphor of

the one and the terse marching-order of the other. Shakespeare is

observing how much harder it is to teach or learn how to do something--
that is , how ’ to implement--than how to formulate what should be done .

Napoleon takes the point a step further: implementation can ’ t be

taught or learned at all! Instead , once a decision is made about what

seems “good to be done ”--or whom or what one needs to overcome--the
bes t cou rse i s si mp ly  to get on w i t h  i t , improvising and develop ing

moves as one sees events and opportunities unfold.

The Ilapo leonic precept bespeaks the i mmense self-confidence of its

author (decisively faulted on at least three notable occasions), as
well as a profound l ack of confidence in any other way of learning

*about imp lemen ta t ion than doing it.

I t is hardly an exaggeration to observe that the meager attention

given to imp l ementatIon issues in policy analysis suggests a tacit endorse-

ment of Napo l eon ’s stance . Ty p i c a l l y ,  po l i c y  anal ysis proceeds by com-
paring the costs and effectiveness of alternative p rograms intended to

remedy the inadequacies of ma rket outcomes or the inadequacies of p revious
programs . The comparison usuall y employs a more or less forma l model
of the problem under consideration . A pre ferred prog ram is then selected
by applying some criterion to the results of the model: for example ,

*In the same vein was his dictum : “He wil l  not go far who
knows from the first whi ther he Is go i ng” (Ludw i g, 1954).
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maximizing effectiveness for a specified budge t , or minimizing costs for

~ specified effectiveness target. Sometimes, i ndeed more and more fre-

,~i -n t l y . a dom i nant choice doesn ’ t emerge because there are numerous

dimens i ons for measuring costs and effectiveness--for instance , distrib u -

tion and status , as we ll as eff iciency dimensions. Moreover , the various

dimensions are like l y to have diffe rent degrees of uncertainty , and dif-

ferent we i ghts attached to them by differen t groups outs i de as well as

inside the pol i cy community. Under these circumstances , policy analytic

studies should , and some ti mes do , display separately the various dimen-

sions of costs and effectiveness , scori ng the competing a l te rna t i ves

accord i n gl y, and leaving cho i ce to a subsequen t decisionmaker or decision-
*mak ing p rocess.

Even the mos t soph i s t ica ted pol i cy anal ys is  us ua l l y  i gnores or gives

meager attention to implementation issues . Policy studies rare l y raise ,

and a l m ost never answer such questions as who wou ld  have to do what,
and when, and w it h wha t poss i b le  and l i kel y resistances , modifications

and comp romises , if alternative A were chosen , or B , or C? As fa r as
imp l ementation is concerned , the Na poleon i c d i ctum i s taci t ly  accepted.
It is therefore implicitly predicted that the costs and benefits , as

modeled in the analysis, won ’t be altered by implementation .

When this implicit prediction is made explicit , i t w ill be read i ly
acknowled ged to be unwarra nted , as is suggested by a vast range of cases

including the Vietnam war; development of the FB- l11 , and the i nnumerable
othe r instances of “gold-plating ” in the development of new weapons

systems . in the m il itary ; the Equa l Opportunity programs launched in the

e a r l y  l 960s in the U.S. in the manpower area ; and AFDC and unemp l oyment

i nsurance in the wel fare area.

One numer ica l estimate suggests how badly policy studies turn

out when prior estimates are compared with actua l results. Cost

estimating relationships , based on severa l dozen weapons systems

*For examples of such scoring methods , see Goeller et al., (1976),
wh ich displays environmental effects (on both flora and fauna) , flood
con t rol e f fec ts , recrea tional effects , and agricult ura l effects , as
well as the varying costs associated with alternative policies for
deal ing with the North Sea flood prob l em In The Netherlands .
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developed in the U.S., showed tha t on the ave rage cos ts for these
systems (holding- constant system diffe rences in technology , perform-

ance , s i ze , etc.) rose by a factor of 3 between the time development
*was begun and delivery was completed !

Can policy studies do better in dealing with imp l ementation matters

than tacit acceptance of Napo l eon ’s counsel? Must the implementation

chapter of policy studies remain “missing ”?

In recent years , interest in and discussion of these questions

has increased substantial ly, concentrated in the new public

policy journals (Policy Ana lysis, Policy Sciences) ,  several recent

books and case studies , and the curricula of g radua te schools of
policy anal ysis .~

” Most of this discussion has emphas i zed the typ i-

ca lly large gaps between programs as des i gned and as executed , the

lack of appropriate methods for anticipating these gaps and taking

them into account in doing policy studies , and consequentl y the

marked shortcomings of virtually all policy anal ysis in failing to

address implementation issues systematically.

To move from these justifiab le criticisms to the systematic

anal ysis of imp l ementation issues requires an acceptable parad i gm

and vocabulary . In the following discussion , I w i l l  suggest that the

preceding treatment of non-market failures provides this paradigm: a

method of analyzing how public policy (i.e., non-market) efforts to

compensa te for marke t “failures ” may themselves fa i l fo r pr ed i ctab le
reasons and in predictable ways . Anticipating the non-ma rket failures

can be inval uable for t ry ing to avo i d or reduce them, or for develop-

ing mixed market and non-market alternatives that wil l  diminish the

more undes i rable consequences of each .
Policy analysis can deal more effectively with implementation

issues b~ linking the types of non-market failure discussed
earlier with e~~licit consideration of the “who—:~,hat-whe~ ”

~Summers (1962), Harman (1971).

** For a survey of this literature , see Hargrove (1975), Pressma n
and W l l d a v s k y (1973), Alliso n (1975) , and Berman (1977) .
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questions mentioned above. The reasons for implementation shortfalls--

for costs to rise and effectiveness to fall ex post--in public policies

intended to correct inadequacies of the market lie in the predictable

inadequacies of non-market activities themselves. Hence, implementa-

tion analysis, as a regular segment of policy analysis, should proceed

by apply ing the theory of non-market failures outlined above.
The principa l connections among these stages and processes are

summarized in the following diagram:
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Emphasis in the preced ing and following discussion is on the connec-
tions marked with solid lines . Roman nume rals refer to the sections



of this paper where the ind i cated connections have been discussed . Sec-

tion II has focused on the connection between market output and market

f ai l ures; Sec ti on I I I  on the connec t ions be tween marke t f a i l ures , non-
market outpu t and non—market failures ; and Section IV emphas i zes the

connections between non-market failures , imp l ementation analysis , and

po l i c y  ana lys i s. The connec ti ons shown w it h dot ted l in es a re a l l uded
to, but not treated in detail.

The a im of the fo l low i ng d i scuss i on , then , i s to prov i de a set of
gui del i nes , questions , and proced u res based on the p rev i ous t reatment
of non-market failures : a “cookbook” of rec i pes for do i ng implementa-

tion anal ysis as an addition to the standard components of conventional

policy anal ys i s .
As a f i r s t step in  incor po ra ti n g im p lemen ta t ion anal ysis sytematic-

a l l y  into po l i c y s tudies , it may be useful to distinguish two parts :

(A) descr iptive ; (B) normative-inventive .

(A) The descriptive part of imp l ementation analysis should use

the structure of non-market failure outlined above as a check list to

be tracked in compa rable form for each policy alternative under con-

side ration . More specifically, the f o l l o w ing  im p lementa t ion ques t ions
would be addr essed as par t of the form u la t ion and eva l ua ti on of policy

al te rna t ives and p r io r  to choos i ng among them:
1. If policy A (or B , or C) were to be followed , what

government departments, agencies, or bureaus would have
to be assigned what precise responsibilities ?

2. To the extent these designated agencies are already

in existence , rather than new agencies to be crea ted ,

wha t are the internalities and private goats that
now motivate them, and how is behavior affected as

a resul t? ( I f  one looks a t how these agencies r ea l l y
opera te , especially at their criteria for recrui ting,

eva l uating, and promot ing personne l , how is . ”output ”

actually measured , and how are “success” and “effective-
ness” in producing it assessed? Are staff members

rewarded for adding to or justify i ng costs , or for
reducing them ; for generating “new” technology , or



opposing it , or selec t i v e l y discriminating among
different types; for connecting the agency with new

i nfo rma t ion sources , and protecting and restricting

access to them , or for facilitating informational

access and exchange with other agencies?).

I f  some or a l l  of the pol i cies u nde r cons i dera ti on
c a l l  for the creat i on of new admin i ster in g agencies ,

can the corresponding internalities , and the way in

which they will influence agency behavior , be antici-

pated (e.g., by the ev i dent connection between particu-

lar policies and the groups or interests advocating

them?). Can these prospective agency intern alities

be modified by program redesi gn , and with wha t expected

effects on agency behavior?

3.  Wha t externalities may resul t from the a l terna ti ve
policies--over what time period and with what prior

probabilities attached to them--in consideration of

the content , scale , and i mpac ts , perha ps in  po l i c y
areas remote from the target area, of the policies

and programs under cons idera t ion ? From the ana lys t ’s

point of view , a l l o w i ng for these “unforeseen ” ex-
ternalities is thus an exercise in try i ng hard to

remember wha t he would otherwise overlook .

4. Based on the t rack records of the agencies i nvo l ved ,

on scrutiny of the alternative policies for the

possible existence of inconsistent or otherwise in-

feasible program objectives , and on cons i derations

covered In (2) above, can estimates be made of the

prospective occurrence of redundant and risinç~ costs
associated with the agency responsibilities identi fied

in (1) above? Can cost-estimating relationshi ps be

calculated (as in the system acquisition example

referred to earlier) expressing the upward drift in

cost functions to be expected over time ?

-

~

-

~ 
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5. Final l y, in accord with the way in wh i ch each of the

policies or programs would be expected to operate ,

what changes would ensue in distribution , not onl y

i ncome distribution but also in the distribution

of power that may be w i eld ed by some over other s?
It is evident that many , indeed most , of the foregoing questions

are not answerable in exact , let alone quantitative , terms . Answers

are likely to be judgments and opinions , hence subject to some dis-

agreement by reasonable people even after subs tantial empirica l work

to attain “objective ” information. Nevertheless , even “soft” answers ,
which display dive rgent op inions , should be valuable for the normative

dimension of imp l ementation analysis .

(B) There are three normative purposes to be served by the pre-
vious descriptive treatment of alternative policies and programs .

One purpose is simply to facilitate eva l uation of the specified

alternatives with respect to the ease or difficulty of imp l ementing

them: of translating “wha t were good to be done” into an estimate

of what actually would get done. In effect , this would amount to

an adjustment in the costs and benefits as modeled before implementa-

tion considerations were brought into the analysis.

A second purpos e is to facilitate comparison between the actua l

inadequacies associated with the market , and the potential inadequacies

associa ted with Implementation of the non-market remedies under consider-

ation . Juxtaposing the market failures to be remedied , and the non-

ma rke t fa i l u res to be an t i c i pa ted from the in tended remed i es , would

permit an assessment that has been rare in previous policy studies

and should become difficult to avoid in future ones .

The th i r d  pur pose of app l y ing the parad i gm of non-market

f a i l ure in  the descri pt ive manne r su gges ted , is to stimulate

i nvention : new i deas for p olicies and programs , or comb i nations

among those under conside ration , or of par ts of them , or of entirel y

Th i s compar i son i s s i m i l a r  to wha t has been refer red to as “zero-
based budge t ing ” I n discussions of planning , programm i ng and budget-
ing systems (PPBS) . (Smithies 1955). The i nadequaci es of a particu-
la r ma rke t ou tcome , with li t t l e  or no public interventi on (a “zero”
budget), may be prefer able to the, inadequacies of the non-marke t
remedy.

_____ 
*
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d ifferent approaches to the prob l em. A systematic comparison between

market-failures and non-market failures in a particular problem area

(the second purpose mentioned above), and among the prospective non-

market failures associated with various alternative policies (the first

purpose) , should contr ibu te to a res u l t  D r . Joh n son associa ted wi th the
prospect of being hanged : namely, “to concen tra te the m ind wonderf u l l y . ”
Invention of new options , or discovery of ways to improve existing op-

tions , may resul t .
If non-marke t solutions have been needed as countermeasures against

market failures , we now need to develop countermeasures against non-

market failures (hence, counter countermeasures against market failures) .

Bes ides evaluation of the existing set of options , the normative-

i nventive part of implementation analysis should focus on the follow-

ing set of questions , which are as important , and as fo rm i dable , as
the previous set:

I. Are there relatively simple and easil y-admin istered

“fixes” in the operation of markets which would suf-

f i c i ent ly a l l e v i a te the acknowled ged marke t f ai lu re
to prov i de an accep table solu t ion?

2. Can policies be i nvented that , while recognizing the

need for non-market interventions because the market ’s

inadequacies are so grea t (e.g., in the case of
p u b l i c  goods , or priva te goods with major externali-
ties), nevertheless try to retain certain valuable

characteristics of market solutions , e.g., compe tit ion
by seve ral producers , ta n g i b l e  and pu b l i c  performance

~Some possi b l e examples :
(a) Estimating the separate effect of noise emissions on property

val ues in airport vIcinities and obliging airlines to compensate prop-
erty owners accordingly, while l eav i ng to the airlines the cho i ce of
aircraf t power plant , acous t ica l damping ,  etc.

(b) Us i ng foreign trade policy as an. adjunct or alternative to
an ti-trust policy in maintaining competitive pressures in increasin g
returns industries . 

, 

,

(c) Reducing marke t imperfections (e.g., by remov i ng or lower ing
barr iers to entry, providing, adjustmen t assistance to facilitate fac-
tor mobility, etc.).



-47-

meas u res , a “bottom-line ” incentive structure in op-

erating agencies? In p articular , can mechanisms be

dev i sed or ada pted for  the “reprivatization ” of certain

public services , e.g., for examp le , us i ng exchange-

abl e publicly-funded vouchers for the “purchas e” of
educa t ion ; open bidd i ng on pri va te con t rac ts for
was te d i sposal or pos tal serv i ces , etc.

3. Can improved measures for non-marke t output be dev i sed ,

so tha t those non-market failures resulting from the

lack of a su i table metric can be reduced? Can tests

be made of the connections , or lack thereof , between
the inte rmediate outputs that are often reflected in

agency “in ternalit ies ,” and the final outputs that

are intended?

4. Can the interna lities (standards , goals), that

prov i de the incentives for individua l and agency

behav io r , be rev i sed so as to be more closely con-

nected with the fina l intended output? ”

5. Ca n improved i nforma ti on , feedback , and evaluation

systems be built into new policies and programs in

order to reduce the risks of cooptation by a “client ”

group , and to p u b l i c i z e i t i f it occurs?

These are form i dable questions’, no less form i dable than those re-

la ting to the descriptive aspects discussed earlier. As a recipe for

doing imp l ementation analysis , both descri pt ive and norma t ive as pec ts
can be compared to the parable abou t “bellin g the cat”: they suggest
where to go without ind i cating how to get there ! They raise questions

without suggesting how to answer them.

*Drucker (1969), Pasca l (1972), Rice In Jacoby , ed. (1975). The
use of marke t analogues , i ncentive s and mechanisms to improve govern-
ment performance is forcefully argued by Schultze (1977).

**Such rev isions are apt to i nvo l ve cons i deration of agency per-
son nel prac t ices , and in th i s  respect would move the im p lemen ta ti on
par t of policy analysis In one direction taken by management consulting .

- -
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At best , attempts to respond systematically to the implementation

questions raised by the non-market failure paradi gm are likely to re-

sult in very “sof t” answers. Yet even without firm or complete answers ,

or indeed even without answers at all , there i s cons ide rab le  me rit in

the exercise. Addressing the questions in specific policy contexts re-

quires that they be reformulated with precise reference to those con-

texts. For each policy ilternative , the cardinal implementation issues

(“who has to do what?’ ; “when?” ; “how?”) can ’t be avo i ded . Wha t has
been omitted from virtually all policy studies , and what has signifi-

cantl y contributed to the failure of many imp l emented policies , must

then be given explicit attention .

Anothe r type of cr i t i c i sm ca n be advanced , as w e l l .  I f , in fact ,

these fo rmi dable imp lemen ta ti on ques t ions can be answered in some f a s h i o n ,

why can ’ t the answers simply be fed back into conventional policy ana l y-
ses in accord wi th the standard methodology desc r i bed ea r l i e r? Wh y can ’ t

the descriptive aspects of implementation analysis be made part of the

analytica l models , and included in the usual cost-effectiveness ca l cu-

la ti ons? And why ca n ’t the normative-inventive aspects simply be added

to the policy alternatives to be run through the ana l ytical models?

The quest io ns i mp ly a d i r ec ti on of developmen t tha t pol i cy anal ys is
should take: incorporation of imp lementa t ion cons id era ti ons within the
exis t ing “cha pters” of the s tandard analyses , rather than as a separate

chapter. However , we jus t don ’t know enoug h ye t to be able to do th i s.
Ra ising the imp l ementation queStions as issues for consideration can

l ikely elicit enough of a response to be useful in filling a gap in
ex isting policy studies. But the response Is un li ke 1y~ to be suf f i -
ciently.rigorous for forma l inclusion In analy tical models at this

stage. We need first to consider In a rough and qualitative way wha t

has been largely ignored in policy research , as a step toward more sys-
tematic inclusion in analytic methodology in the future .
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V. CONCLUSIONS

The forego i ng argument can be summarized in severa l proposition s:

1. The essential rationale for public policy measures lies

in specific failures of the ma rket of itself to pro-

duce efficien t or otherw i se socially preferred outcomes.

2. However , this rationale alone can provide only a nec-

essa ry, not a sufficient , justification for public

policy interventions . Sufficiency requires tha t spe-

c ifically identified market failures be compa red with

potential non-market failures associated wi th the im-

plementation of public policies . Such a comparison is

needed to arrive at a balan ced assessment of whether ,

as we l l  as wha t k in d of , policy intervention wil l  come

closer to a sociafly preferred outcome .

3. There are four sou rces of the market ’s failure to pro-

duce socially preferred outcomes : externalities

and public goods; increasing returns; market imperfec-

tions; and distributional inequity. The most genera l

explana ti on for these fa i lu res i s tha t marke ts don ’t

exist , and pe rha ps can ’t be crea ted , that will  suitably

ca ptur e the f u ll social benef i ts or levy the f u ll soc i al
costs of market activity. (This genera l exp l anation can

be ex tended to i nc l ude in ’ part , though not completely,

the last of th€ four market failures , distributional

i nequity.)

4. S imilarly, as a resu l t of ce rt a i n  demand and su pp l y
charac teristics associated with non-market output ,

there are fou r sources and types of non-market failure

(tIMF) : “internalities ’’ and private goals (relating,

for  exam p le , to agency budgets , technology, and i n-

formation acquisition and control); redundant and rising
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costs; derived externalities ; and distributional in-

equity (indexed on power , as well as on income or wea l th).

These non-market failures are often directly related

to certain distinguishing cha racteristics associated

with non-market production processes , e.g., d ifficu l-

ties of defining and measuring output , absence of compe-

tition , lack of an effective termination mechanism , etc.

Where the re i s IIMF, there is an absence of non-market

incentives that reconcile the calculations of costs

and benefits by government decisionmake rs with total

costs and benefits.

5. In order to pe rmit a more accurate assessment to be

made of the preferability among alternative public 
-

policies , as well as between them and marke t outcomes,

pol i cy analy s is need s to g ive exp l i c i t  a ttenti on to how
particular policy alternatives will be imp l emented.

Imp l ementation analysis , as a regular component

of policy analysis , should  l i nk the forma l m o d e l i ng
and cost-effectiveness comparisons among alternative

policies wi th consideration of how policies are l i kely
to be altered if implemented . It is intended to ax-

p lain and anticipate the frequent tendency of imple-

ment ed po l i c i e s  to resu l t in h i gher cos ts and l ower
benefits , as w e l l  as d i f f e r en t consequences , from
those calculated in conventional po l i cy  st ud i es. I t
should the refore con tr ibu te to ach i ev i ng , or ge tt ing
cl oser to , a second-best optimum in policy selection .

6. There are two parts to Implementation analysis:

(a) a descri ptive part , in wh i ch the previously men-

tioned sources of non-market failure are systematically

traced for each policy alternative ; and

(b) a normative-inventive part , i n which the costs

and consequences of each alternative--as modified by

the descript ion of mplsmsntation realities--are

* - .- .
. - -
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compared with one anothe r , as well as with the market

outcome and its attendant shortcomings. Further , this

part of implementation analysis should explicitly con-

sider changes and inventions in the pol i cy options

unde r conside ra t io n ; changes tha t can be expec ted to
reduce either the failure s of non-market activities

(e.g., by devising improved measures of final output

and translating them into agency standards or “int ernali-

ties ,” or by “reprivatizing ” public services), or the

failures of market solutions (e.g., by measures tha t

reduce market i mperfections) .

‘~~~~~

, 

~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ :.
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